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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

WASHINGTON

October 19, 1940

Dear Sir:

You will find enclosed coples of two memoranda
designated as follows:

(1) Duties of Advisory Commission under 3ection
124, of the Internal Revenue Codes

(2) Analysis of Memorandum Entitled "Duties of
Advisory Commission under Section 124 of
the Internal Revenue Code'.

The first of these meumoranda refers to a proce-
dure which has been approved by the Netional Defense Ad-
visory Commission and the second is an analysis prepared
in the office of the General Counsel of the Board of
Governors.

These memoranda are sent to you for your infor-
mation at this time but, pending such announcement as the
Commisgion may make, the information contained therein has
not been released for publication.

Very truly yours,

<§%3g324LZ€1/}}/)(PL4£12(W

Chegter Morrill,
Secretary.

nclosures 2

TO THE PRIUSIDENTS OF ALL FEDFRAL RESERVE DANKS ARND THE
MEMBERS AWD SECRETARY OF THE FEDERAL ADNTuuTX COUMCIL.
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DUTIES OF ADVISORY COMMISSION
UNDER SECTION 12/ OF THE INTERNAL REVENUE CODE

(Title IIT, Section 302 of the Second Revenue Act of 1940)

Sections 23 and 124 of the Internal Revenue Code allow a tax-
payer a tax deduction for amortization over a 60-month period of facili-
ties constructed or acquired after June 10, 1940, if the facilities are
certified by the Advisory Commission to the Council of National Defense
and either the Secretary of War or the Secretary of the Navy as necessary
in the interest of national defense during the emergency period. This
certificate will hercinafter be termed the "Emergency Facilities Certifi=-
cate", In the event that the entire cost of the construction or acquisie-
tion of a particular facility is not necessary, the Commission may cocrtify
the percentage of the cost necessary.

Second, if the taxpayor, pursuant to any contract with the
United States, has been or will be reimbursed by the United States for
the cost of such facilities either (1) directly by a provision dealing
expressly with such reimbursement or (2) indirectly, because the price to
be paid by the United States is recognized by the contract as including
a return of cost greater than normal depreciztion, the amortization de-
duction is not allowed unless the Advisory Commission and either the
Secretary of War or the Secretary of the Navy also certify that the con=-
tract adequately protects the United States with reference to the future
use and disposgition of the emergency facilities., This certificate will
hereinafter be termed the "Certificate of Govermment Protection" and is
applicable principally to the Emergency Plant Facilities contract,

Third, to conclusively establish that a Cortificate of Govern-
ment Protection is not required, provision is made for certification by
the Advisory Commission and either the Secretary of War or the Secretary
of the Navy that a contract between the taxpayer and the United States
does not reimburse the taxpayer for the cost of facilities either (1)
dired?f?, by a provision dealing expressly with such reimbursement or
(2) indirectly, because the price to be paid by the United States is
recognized by the contract as including a return of cost greater than
normal depreciation. This certificate will be termed the “Certificate
of Nonreimbursement". Taxpayers who have supply contracts will seek it.
It should be noted that thig certificate will issue on cdetermination of
what reimbursement of cost is recognized by the contract to be included
in price. Thus it would seem appropriate to issue a Certificate of Non-
reimbursement if a contract tor supplies is negotiated in good faith
without the intention to include in price a return of cost of facilities
greater than normal depreciation. '
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The operation of the three certificates may be illustrated
as follows.

A taxpayer who finances the construction or acquisition of
facilities, without seeking reimbursement from the Government is al-
lowed the 60-month amortization deduction if an Emergency Facilities
Certificate is securcd. When he later contracts with the United States
for supplies, such a taxpayer will ordinarily also seek a Certificate
of Nonreimbursement. Without such a Certificate the Commissioner of
Internal Revenue nay thereafter conclude that the price charged was
recognized by the contract as including a return of cost greater than
normal depreciation, whereupon the amortization deduction will be dis-
allowed for failure to secure the Certificate of Government Protection.

A taxpayer who has an Emergency Piant Facilities Contract is
allowed the 60-month emortization deduction if an Emergency Facilities
Certifiicate and a Certificate of Covernment Protection are secured. To
be protected with respect to his supply contract with the United States
such a taxpayer will also geek to secure a Certificate of Nonreimburse-
ment.

The amortization deduction is not a tax advantage to a tax-
payer who has an Emergency Plant Facilities Contract hut only the means
by which the texpayer insures himgelf sgainst paying income tax on Gov-
ernment reimbursements for plant costs.
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ANALYSIS OF MEMORANDUM ENTITLED "DUTIES OF ADVISORY
COMMISSION UNDER SECTION 1724 OF THE INTERIJAL REVENUE CODE"

In ordsr that a person, who has constructed or acquired emer-
gency plant facilities in carrying out & contract with the Government,
may be asllowed a tax deduction for amortization over a 5-year (sixty-—
month) period, as permitted by the new excess profits tax law, he must
obtain certain certificates from the Goverament. The certifiicates in
question sre termed "Emergency Facilitiss Certificate", "Certif'icate
of Goverament Protection" and "Certificate of Wonreimbursement". Each
of these several types of certificates is addressed to the Commissioner
of Internal Revenue and executed by both the Advisory Commission to the
Council of National Defense and sither the Secretory of Wair or the
Secretary of the Havy.

Emergency Facilities Certificate. — This certificate must be
. obtained in every case to enable the contractor to avail himself of
the tax deduction bazed on a 5-yesar smortization of his emergency plant
facilitics instead of the longer awmortizaticn period normally applica-
ble. It certifies that the facilities in question are necessary in the
interests of national defense during the emergency neriod. If the en-
tire cost of the construction cor zequisition of a particular facility
is not so necessgary, the Coumission may certily the percentage of the
cost necessary.

Certificate of Government Protection. - In addition to the
Emergency Facilities Certifiicate mentioned above, 1if the United States
reimburses the contractor for eny part of the cost of the emergency
plant facilities, eitlier under direct contrzct provision te this ef--
fect or by inclusion of the cost in the price of the supplies which
the contractor is to furnish the Goverament, he must, in ovder to be
able to amortize the facilities over o S-ycar period for tax purposes
obtain also a Certificate of Goverament Protsction. This certifies
that the contract adequately protects the United Stetes with reference
to the future use and disposition of guch emergency facilitiee. In
other words, the certificate cvidences the judgment ¢f the Advisory
Commission to the Council of National Defense wnd of the Secretary of
War and the Sccretary of the Navy thst hy eppropriate contract provi-
sion the Government will eventually oblain title to the emergency plant
facilities or be paid for them by the contractor or is protected in
some other adequate way in the future upe of such facilities. This
certificate is needed only where the Government pays the entire cost
of the facilities or pays a part of such cogt in excess of normal de-~
preciation.

Certificate of Honreimbursement. - If reimbursement of cost
of’ the facilities by the Governument is not contemplated, either by
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direct contract provision or by inclusion of part or all of the cost in
the price of the supplics to be furnished the Government, a Certificate
of Nonreimbursement in addition to the Emergency Facilities Certificate
may be obtained. This certifies the fact that reimbursement of the cost
of the facilitics by the Government is not provided for and under the
law conclusively establishes that a Certificate of Government Protection
ie not regquired in order for the contractor to obtain the benefit of the
5-year amortization period for tax purposes. ihile this certificate is
apparently not strictly required in any case, it is desirable for the
contractor to obtain it because of its value as conclusive evidence.

Tllugtrations of Certificates Necessary for
Particular Types of Contracts

(1) If a contractor hes contracted with the Government to fur-
nish certain supplies and the contreact contemplates that such additional
plant facilities as are necessary are to be constructed at the contrac-
tor's expense and at no cost to the Government, &i Emergency Focilities
Certificate and a Certificate of lonreimbursement are both needed in or-
der that the contractor may amortize the cost of the plant facilities
over the 5-year period for tex purposes.

(2) If the contractor has contracted with the Government to
furnish certain supplies and also has an Emergency Pleat Facilities Con-
tract under which the Government is to pay the cost of the construction
or acquigition of plant facilities, the contractor will wish to obtain
all three certificates mentioned, in order to have the benefit of the
S-year amortization period. He must, of course, have the Emergency
Facilities Certificate becauses thic is necessary ia cvery case to obtain
the S-year amortization; he must have the Certificate of Protection with
respect to the Fmergency Plent Facilities Contract because of the fact
that the Government reimburses him for the cost of the plant facilities;
and, with respect to his supply contract as distinguished from the Emer-
gency Plant Facilities Contract, he will slso wish to have a Certificate
of Nonreimbursement.

(3) If o contractor has contracted with the Government to fur-
nish certain supplies and the rrice of thege cupplies includes as one
factor the cost of the coastruction or scquisition of the necessary plant

acilities, tne contractor must have an Emergency Faclilitiles Certificate
and a Certificate of Government Protection in order to obtain the benefit
of the S-year amortization period. The Emergency Facilities Certificate
is necessary in every case and the Certificate of Government Protection
will be necessary because the Coverument reimburses the cuntractor for
the cost of the plant facilities. It is understood, however, that there
will in the future be few supply contracts which include facilities costs
in the price of supplies, as the "Enmergency Plant Facilities Contract"
will be used instcad.
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(4) If a contractor has a contract for supplies with no need
for any additional plant construction of any lkind, it appears that none
of these certificates are necessary because thoy are all related to
amortization of the cost of emcrgency plant facilities completed or ac-~
guired after June 10, 1940.
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